A plaintiff and attorney who enter into a contingent fee contract have a unique relationship. The plaintiff has hired the attorney to maximize his return on a potential legal claim. He could proceed pro se, but he believes that the attorney's experience will yield a more favorable judgment despite the fact that his attorney receives, pursuant to their contract, a portion of the judgment or settlement. In reality, the plaintiff is never able to access the attorney's portion of the recovery. Nonetheless, under current tax law, a plaintiff in certain jurisdictions must pay federal income taxes on the attorney's share of the judgment or settlement.' Because the attorney has a strong contractual right tantamount to an ownership interest in the settlement or judgment, 2 and, alternatively, because the plaintiff has no effective means to gain dominion over the entire recovery, this Comment argues that courts should permit plaintiffs to exclude contingent attorneys' fees from their gross income for tax purposes.
Currently, courts disagree on whether to permit exclusion. Some courts have disallowed exclusion because of the anticipatory assignment of income doctrine. According to this doctrine, a taxpayer cannot avoid taxation by assigning his income to another. The assignment of income doctrine, however, evolved from a set of cases that can be distinguished from the contingent fee arrangement, and this Comment proposes that exclusion of attorneys' fees does not violate that doctrine.
Although some courts currently permit exclusion, they rely on inconsistent rationales. The Fifth and Sixth Circuits have permitted exclusion on the ground that relevant state law creates a charging attorney's lien giving the attorney and the plaintiff the same power over income resulting from a favorable judgment. If the plaintiff will never see the attorney's portion of the judgment, these circuits argue, then the plaintiff should not be taxed on it because it never belonged to him. On the other hand, the Fifth Circuit has also permitted exclusion when state property law does not grant the plaintiff and the attorney the same power over judgment proceeds. Against this backdrop of uncertainty in the Fifth Circuit and other courts, this Comment argues that state law should not affect whether plaintiffs can exclude contingent fees.
Although courts currently base their exclusion decisions on either the assignment of income doctrine or state law, neither analysis was designed as a method of deciding the exclusion question. The result is that neither analysis is instructive or predictive of outcomes in exclusion cases; a court might use either analysis to rule for or against exclusion. In contrast, a rule requiring exclusion based on the attorney's virtual ownership interest in the claim as created by the contingent fee arrangement itself, not by state law, would provide consistency in analysis and, therefore, in outcomes.
The issue of excludability is important because of the enormous sums of money involved. The cases in which taxpayers have sought to exclude contingent fees have involved exclusions of almost two million dollars. 4 For most individuals, two million dollars is quite significant.'
4
See, for example, Estate of Clarks v United States, 202 F3d 854, 855 (6th Cir 2000) (stating the question in the case as whether the plaintiff must include in taxable income over $1.9 million paid directly by the defendant to the lawyer as interest on a contingent fee).
5
Unfortunately, fee shifting cannot solve this problem. The Supreme Court has upheld the enforcement of contingent fee contracts even when fee shifting occurred (generally, fee shifting means that a court, authorized by statute, orders a losing defendant to pay the victorious plaintiff reasonable attorneys' fees, calculated on an hourly basis). See Venegas v Mitchell, 495 US 82, 89-90 (1990) (upholding a contingent fee arrangement even though the attorney received a higher payment under it than the payment due him under the fee-shifting statute). Thus, contingent fee contracts can exist alongside statutory fee shifting, so the possibility of fee shifting does not moot the issue of exclusion of contingent fees. Besides, even if fee shifting and contingent fee arrangements were mutually exclusive, it is highly unlikely that attorneys and their clients would totally abandon contingent fee contracts and rely exclusively on statutory fee shifting. Most lawyers probably would hesitate to take fee-shifting cases if the hourly rate was the only form of remuneration, and moreover awarded only if successful. In addition, the majority of the case law concerning the exclusion of contingent fees involves cases not subject to a statute that authorizes fee shifting. See, for example, Clarks, 202 F3d at 854 (involving exclusion in a personal Part I of this Comment explains the tax law relevant to the exclusion of contingent attorneys' fees. Part II introduces the germane case law. Part III analyzes the tensions presented by the divergent outcomes courts have reached and the inconsistent legal reasoning they have used. Part III.A argues that the assignment of income doctrine does not mandate that attorneys' fees must be included in gross income. Part III.B argues that state property law should not be a factor in deciding whether the attorney has a proprietary interest in the legal claim such that exclusion is appropriate. Finally, Part IV proposes that courts should allow taxpayers to exclude attorneys' fees because a taxpayer should not be taxed on a portion of his legal claim in which his attorney has effectively secured a proprietary interest.
I. RELEVANT TAX LAW
This section introduces two tax law concepts helpful to understanding why the exclusion of contingent attorneys' fees from federal income taxation is a significant issue. Part I.A provides a brief explanation of why taxpayers cannot deduct all attorneys' fees or exclude all punitive damages from income under the Internal Revenue Code and the consequences of the Code's deduction limitations. Part I.B explains the assignment of income doctrine, a common law doctrine that many courts use to preclude exclusion. The doctrine's history shows that courts misapply it in the contingent fee scenario.
A. Limits on Deduction of Attorneys' Fees and Exclusion of Punitive Damages
The Code limits plaintiffs' ability to deduct attorneys' fee awards and their ability to exclude punitive damage awards. First, an individual can deduct attorneys' fees only when the fees are ordinary and necessary trade or business expenses 6 or when they are ordinary and necessary expenses that arose in connection with the individual's profit-seeking activities. 7 Furthermore, attorneys' fees that are deductible because they arose in connection with profit-seeking activities are classified as miscellaneous itemized deductions.! A miscellainjury claim). See also all cases cited in Part II.
6
26 USC § 162(a) (1994 & Supp 1998) ("There shall be allowed as a deduction all the ordinary and necessary expenses paid or incurred during the taxable year in carrying on any trade or business.").
neous itemized deduction is permitted only to the extent that the aggregate of such deductions exceeds two percent of adjusted gross income. 9 Additionally, the taxpayer cannot deduct miscellaneous itemized deductions if he is subject to the Alternative Minimum Tax ("AMT").'° A taxpayer must pay the AMT whenever his liability under the AMT is greater than his liability under the regular tax." Consider the plaintiff in Alexander v IRS" 2 who could not deduct any of his attorneys' fees: his tax liability turned a $5,000 pre-tax gain into a $48,900 after-tax loss." These Code provisions explain why individuals attempt to exclude, rather than deduct, attorneys' fees.
The Code limits exclusion, however. Most damage awards include compensatory damages, meant to recompense the plaintiff for his actual loss,' and punitive damages, imposed upon the defendant for the manner in which he inflicted the plaintiff's injuries." Under the Code, an individual can exclude only compensatory damages -specifically, damages that are received on account of personal injuries or sickness.' 6 In contrast, the Code does not permit a taxpayer to exclude punitive damages or interest from taxation.' 7 For this reason, it is noteworthy that compensatory damages can be significantly lower than punitive enumerated is a miscellaneous itemized deduction. Id.
9 26 USC § 67(a) (stating that "the miscellaneous itemized deductions for any taxable year shall be allowed only to the extent that the aggregate of such deductions exceeds 2 percent of adjusted gross income").
10 26 USC § 56(b)(1)(A)(i) (1994) (disallowing miscellaneous itemized deductions to taxpayers subject to the AMT). For a discussion of the mechanics and underpinnings of the AMT, Id. 16 26 USC § 104(a)(2) (1994). Although courts have debated the definition of "personal injuries or sickness," that inquiry is outside the scope of this Comment. For further discussion, see Commissioner v Schleier, 515 US 323, 336-37 (1995) (discussing two-prong test for applicability of § 104(a)(2)). In general, courts look to the nature of the taxpayer's underlying claim to determine if the taxpayer can exclude the recovered amount. See, for example, Hukkanen-Campbell v Commissioner, 79 Tax Ct Mem Dec (CCH) 2122,2124 (2000) . The Supreme Court has noted that the term "personal injuries," as defined in § 104(a)(2), covers nonphysical injuries in addition to physical injuries. United States v Burke, 504 US 229, 235-36 n 6 (1992). The Court has also laid out the requirement that a stronger causal connection than a "but-for" connection between injury and damages is necessary to prove personal injury damages. O'Gilvie v United States, 519 US 79, 82-83 (1996) . 17 See O'Gilvie, 519 US at 83 (holding that under § 104(a)(2) punitive damages are not excludable from gross income).
damages. For example, the Federal Circuit recently upheld a damage award with a punitive to compensatory damages ratio of thirty-eight thousand to one."' The Supreme Court has stated, " [L] ow awards of compensatory damages may properly support a higher ratio than high compensatory awards, if, for example, a particularly egregious act has resulted in only a small amount of economic damages. '' 9 Thus, whenever the majority of the damage award consists of punitive damages, the victorious plaintiff must include most of the recovery in taxable income. If the plaintiff and attorney have entered into a contingent fee contract, part of what is nominally the plaintiff's recovery is in reality the attorney's fees. But since the plaintiff must include most of the nominal recovery (all punitive damages) in income, the plaintiff must pay taxes on the attorney's portion of the award, absent some other basis for nontaxation.
The Code does not distinguish between contingent fees and hourly fees in determining deductions; the deduction permitted by § 162(a) is simply for "ordinary and necessary expenses paid, or incurred during the taxable year in carrying on any trade or business," 20 and the deduction permitted by § 212 is for "ordinary and necessary expenses paid or incurred during the taxable year" for nonbusiness income-producing activities, such as investing. 2 This Comment argues that although the Code does not distinguish between hourly and contingent fees for deductions, and does not permit exclusion of either, the unique nature of the contingent fee scenario justifies exclusion of contingent fees. Although it might be argued that all legal fees should be treated similarly as a matter of equity, 3 hourly fees should not be excluded because a plaintiff who hires an attorney on an hourly basis unquestionably receives as income all proceeds from a judgment or settlement. The contingent fee plaintiff, however, receives only a portion of the proceeds pursuant to contract terms.2
18 Tronzo v Biomet, Inc, 236 F3d 1342, 1350 (Fed Cir 2001) (noting that "the constitutionality of a punitive damages award is not simply a matter of numbers or ratios").
19 BMW of North America, Inc v Gore, 517 US 559, 582 (1996) (adding that a higher ratio could also be justified when an injury is hard to detect or the monetary value of non-economic harm is difficult to determine). 
US 331 (1940).
31 281 US at 377-78 (holding that a taxpayer who assigned income to a trust with the power to modify the terms of the trust violated the assignment of income doctrine by excluding income assigned to trust from gross income).
32
309 US at 335-38 (noting that because the taxpayer husband retained control over the income assigned to the family trust, the taxpayer could not exclude the assigned income). each coupon bond once he made each transfer." Nonetheless, Horst could not exclude the coupon bond income. 37 The Court explained its ruling as a mandate of the unbending rule of Earl: when the assignor receives a benefit, he cannot escape taxation by assigning this income to another. 3 These cases demonstrate two points important to contingent fee taxation. First, according to Corliss and Clifford, control over property results in taxation; a plaintiff with a contingent fee contract, however, has no control of the property taxed. 9 Second, under Horst, the receipt of certain benefits results in taxation; a plaintiff with a contingent fee contract, however, has received no "benefit" in the same sense as in Horst.
II. EXCLUSION, THE ASSIGNMENT OF INCOME DOCTRINE, AND ATTORNEY'S LIENS
This Part examines the two theories courts apply in contingent fee exclusion cases: the assignment of income doctrine and state law.
A. The Assignment of Income Approach
In Baylin v United States," the Federal Circuit held that a taxpayer could not exclude contingent fees because the contingent fee contract violated the assignment of income doctrine." The Federal Circuit found that the plaintiff's legal claim had value before the hiring of an attorney and that the plaintiff assigned some of that value to the attorney in exchange for the attorney's services. 3 According to the court, the fact that the plaintiff and attorney "chose to estimate" the value of the fee in the form of a fixed percentage of a contingent recovery did not make the claim valueless at the time when the plaintiff hired the attorney:
That the partnership assigned a portion of its condemnation recovery to its attorney before it knew the exact amount of the recovery does not mean that this amount never belonged to the partnership; it means simply that the attorney and client chose to made law and that courts can "interpret, refine, and distinguish" to decide whether the conditions for application of the doctrine exist) The Seventh Circuit also joined the Federal Circuit recently by affirming the Tax Court's Kenseth decision. 55 According to the Seventh Circuit, the taxpayer violated Lucas v Earl by assigning a portion of his income, which is different from assigning a contract or an incomegenerating asset. Although the court recognized that "contingent compensation constitutes the recipient a kind of joint venturer of the payor," 7 the court concluded that contingent fees are a litigation expense that a taxpayer may deduct (where permissible) but may not exclude. 8 
B. The State Law Approach
Some courts use state law to examine the exclusion question. State law itself is quite varied and the interpretations and applications can differ dramatically depending upon the text of the individual statute or the common law tradition. A few major state law interpretations, however, help guide most federal court analysis.
Cotnam:
The statutory attorney's lien.
In Cotnam, Ethel Cotnam reported as gross income only the segment of her $120,000 judgment that she kept after subtracting her contingent attorneys' fees. 9 The Fifth Circuit permitted exclusion on the basis of an Alabama statute that created a charging attorney's lien.)° A charging attorney's lien gives an attorney the right to a portion of any money or property obtained in litigation through the attorney's efforts." A lien is a security interest; it is not an ownership stake.6
At the time, the Alabama statute stated:
Upon suits, judgments, and decrees for money, [attorneys] shall have a lien superior to all liens but tax liens, and no person shall be at liberty to satisfy said suit, judgment or decree, until the lien or claim of the attorney for his fees is fully satisfied; and attor- neys at law shall have the same right and power over said suits, judgments and decrees, to enforce their liens, as their clients had or may have for the amount due thereon to them. 63 The key part of the statute comes after the semicolon: in order to enforce the lien, the attorney possesses the "same right and power over" the suits and judgments as his client. This enforcement right converted the attorney's security interest into an ownership interest. The court concluded that the portion of the judgment upon which the attorney had his enforceable lien should be excluded from the plaintiffs gross income.6 In sum, the rule from Cotnam equates to the following: when a statute gives an attorney equal rights to proceeds from a judgment or settlement, exclusion is appropriate.
Other courts, however, have used state property law as the basis for denying an exclusion. For example, in Coady v Commissioner,6 the Ninth Circuit held that the Alaska Code does not give an attorney an 61 ownership interest in a plaintiff's cause of action. Unlike the Alabama statute, the Alaska statute does not grant an attorney any rights or powers over the income generated by a lawsuit. 6 The entire judgment was therefore income to the plaintiff, so the court denied the taxpayer's exclusion.6
Missouri's attorney's lien statute has also been distinguished from Alabama's statute. Missouri's statute reads: (a) An attorney has a lien for compensation, whether specially agreed upon or implied, as provided in this section
(1) first, upon the papers of the client that have come into the possession of the attorney in the course of the professional employment;
(2) second, upon money in the possession of the attorney belonging to the client; (3) third, upon money in the possession of the adverse party in an action or proceeding in which the attorney is employed, from the giving of notice of the lien to that party;
(4) fourth, upon a judgment to the extent of the costs included in the judgment or, if there is a special agreement, to the extent of the compensation specially agreed on, from the giving of notice of the lien to the party against whom the judgment is given and filing the original with the clerk where the judgment is entered and docketed.
(b) This lien is, however, subordinate to the rights existing between the parties to the action or proceeding.
Id.
69 213 F3d at 1191.
The compensation of an attorney or counselor for his services is governed by agreement, express or implied, which is not restrained by law. From the commencement of an action or the service of an answer containing a counterclaim, the attorney who appears for a party has a lien upon his client's cause of action or counterclaim, which attaches to a verdict, report, decision or judgment in his client's favor, and the proceeds thereof in whosesoever hands they may come; and cannot be affected by any settlement between the parties before or after judgment."
According to the Tax Court, this statute stands in "marked contrast" to the Alabama statute because the Missouri statute "does not give attorneys the same right and power over suits, judgments, and decrees as their clients had or may have." 7 '
The Federal Circuit also rejected the argument that Maryland law created a lien similar to that held by the attorney in CotnamY Maryland law recognized a charging attorney's lien, but it did not afford an attorney rights equal to his client's in the proceeds from a judgment or settlement: "Like any other lien, this lien does not create an ownership interest in the attorney, but merely places a charge upon the fund as security for the debt which is owed to the attorney by his client." 73 Courts' interpretations of the statutes in Alaska, Missouri, and Maryland demonstrate that some courts take the language of the Alabama statute to be the only language that permits exclusion. Part III questions whether this interpretation of Cotnam is correct in light of the realities and the unique nature of the contingent fee scenario.
Clarks:
The common law attorney's lien. In fact, the Michigan case law could be interpreted to mean that the contingent fee contract is an assignment of the judgment, which would violate the assignment of income doctrine and lead to a denial of the exclusion of the fees. 9 The Sixth Circuit further explained its decision to permit exclusion on the basis that the attorney entered into a joint venture with the taxpayer." They sought together to win a common pool of monies, and they contracted ex ante to decide how the pool would be divided." The Sixth Circuit followed the Cotnam reasoning and distinguished the attorney from the wife in Earl and from the son in Horst; the attorney provided a valuable service in order to earn his share of the income rather than simply receiving it as a gift.
This Comment argues that this distinction is especially important because, without the attorney's efforts, the attorney would receive nothing. In Earl, Corliss, and Clifford, on the other hand, the income each donee received might have fluctuated or been speculative at some point, but any uncertainty regarding the income to be assigned in those cases was due to factors unrelated to the donee. . 83 Id at 357-64. portion paid to the attorney, or that the contingent fee structure allocated control over the claim completely to either the plaintiff or the attorney. ' Furthermore, the Texas law applicable in Srivastava did not track the language of the Alabama statute, which was the foundation for exclusion in Cotnam. The Fifth Circuit described the Texas common law attorney's lien as follows: "[T]he lawyer's rights, based on the contingent fee contract, are wholly derivative from those of his client.
The attorney-client relationship is one of principal and agent. Therefore, the rights of each in a cause of action during the existence of that relationship are necessarily ... interwoven with the other." ' Because of the principal-agent relationship, an attorney in Texas could not have the equivalent protection that the Alabama statute confers-the same rights and powers as his client over the proceeds from a judgment. The Fifth Circuit, however, disregarded the lien because the court believed that the lien addressed the relationship between the defendant, who will actually pay the proceeds, and the attorney. 86 The court stated that the relevant relationship to answer the exclusion question is that of the plaintiff vis-A-vis his attorney." ' Following this rationale, the Fifth Circuit demoted the charging attorney's lien from its lofty status as the impetus for exclusion to the level of total insignificance. This latest holding and reasoning leaves courts without a structured approach to the exclusion question. The next part of the Comment attempts to create some of this much-needed structure. 84 Id. 85 Id at 368 (Dennis concurring in part and dissenting in part) (internal quotation marks omitted), quoting Dow Chemical Co v Benton, 163 Tex 477,357 SW2d 565,567 (1962) .
86 Srivastava, 220 F3d at 363-64. 87 Id.
88
In the end, however, the court held that it must follow Cotnam because Srivastava was "substantially indistinguishable." Id at 357. As a procedural matter, Cotnam can only be overruled if the Fifth or Eleventh Circuit sits en banc. See Kenseth, 114 Tax Ct at 412 n 6.
The Fifth Circuit is the only circuit that has had the opportunity to decide this issue based on divergent state laws on attorney's liens, yet the circuit did not let state law dictate the outcome. Srivastava, 220 F3d at 357-58. The court's arguments against Cotnam demonstrate that the court could have denied exclusion by staying true to the reasoning of Cotnam: state law is determinative.
Another court-the Tax Court-also appears to take the stance that state law plays no role in the exclusion question. Unlike the Fifth Circuit, however, which has held for exclusion, the Tax Court holds against exclusion. In O'Brien v Commissioner, the Tax Court said that even an "irrevocable assignment of a portion" of a future recovery would violate the assignment of income doctrine. 38 Tax Ct 707, 712 (1962), affd, 319 F2d 532 (3d Cir 1963). The Tax Court found that the Internal Revenue Code was not intended to turn on such "refinements" as the existence of an attorney's lien. Id. This statement harkens back to the Supreme Court's statement in Corliss that taxation is not concerned with "refinements of title" but rather with "actual command over the property taxed." 281 US at 378. So even if state law mandated an irrevocable assignment of an attorney's portion of a judgment, the Tax Court would disallow exclusion.
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III. FINDING THE HEART OF THE CONTINGENT FEE RELATIONSHIP
There are two problems with the approaches courts have taken in addressing whether contingent attorneys' fees should be excluded from gross income. First, the taxpayer-client lacks control over the proceeds to which his attorney is entitled, and control is required for the anticipatory assignment of income doctrine to apply. Second, although courts often turn to state law to define federally taxable property interests, state lien laws were not written with the exclusion of contingent fees in mind. Consequently, they provide little assistance to courts.
A. Control and the Inapplicability of the Assignment of
Income Doctrine
The essence of the assignment of income doctrine is control. 8 Beginning with Earl and continuing through Clifford and Horst, the Supreme Court clarified that the assignor's control of income determines whether he can escape taxation by assigning this income to another taxpayer.] In Earl, the husband created the income; his wife received nothing from the contract unless he earned income." In Clifford, the taxpayer owned a reversion in the trust from which the income was paid."' In Horst, the taxpayer retained the principal of the bond while distributing the bond's coupons. 93 Control is the litmus test for taxation because the taxpayer derives a benefit from control.
The most important determination, therefore, is whether the taxpayer-client relinquished control of part of his claim by entering into a contingent fee contract. This Comment proposes that he never controlled the attorney's portion of the judgment or settlement. The assignment of income doctrine, therefore, should not apply, and he should be able to exclude the attorneys' fees.
1. The legal claim has no value until the moment of judgment or settlement.
Some courts view the taxpayer-client as a principal who controls the legal claim and the attorney as his agent who derives a right to income from his claim. In this model, the attorney has no ownership stake in the claim. Any exclusion of attorneys' fees would therefore
89
For a discussion of the evolution of the anticipatory assignment of income doctrine, see Part I.B. Because the taxpayer in Horst retained the principal of his bond and derived a benefit from presenting the coupon bond as a gift to his son, he violated the assignment of income doctrine.* In the contingent fee case, the client retains the majority of the legal claim while assigning a small portion of the claim to his attorney, a situation very similar to the coupon bond Horst assigned to his son. In Clifford, the assignment of income from the taxpayer's trust to his family violated the doctrine because the taxpayer's reversionary interest in the trust gave him residual control.n Similarly, in the contingent fee setting, the client has what could be considered a reversion on his legal claim: he can remove the claim from the attorney at any time, and he retains the final decision regarding settlement."
The contingent fee arrangement, however, is more complex. First, a plaintiff has a significantly better chance of maximizing proceeds from a legal claim if he hires an attorney. One empirical study found that consumers of legal work are more likely to hire attorneys as the consumers' legal claims increase in factual or legal complexity 9 Another study found that advocates with advocacy experience and substantive experience are likely to be the most successful advocates."
Commentators without empirical evidence have reached the same conclusion that self-represented litigants are disadvantaged compared to attorneys. When a self-represented litigant must advocate against an attorney, the self-represented litigant is substantively disadvantaged ' and is susceptible to unethical behavior."° Furthermore, the Supreme Court has recognized that litigants are better served by hiring counsel than proceeding pro se: "[T]he successful prosecution of meritorious claims is better served by a rule that creates an incentive to retain counsel." ' 3 The following example shows how an attorney adding value to a legal claim makes the contingent fee scenario different from Earl and its progeny. Consider a plaintiff who wishes to pursue a legal claim. If he chooses self-representation, he will receive settlement proceeds of $100,000.' 4 If he hires an attorney, however, he will receive twice that amount in settlement proceeds, or $200,000. When the plaintiff actually hires the attorney under a 30 percent contingent fee agreement, the most the plaintiff can possibly assign is $100,000-the maximum value of his claim. The plaintiff, however, will receive $140,000 from the settlement because he has hired the attorney; the attorney takes $60,000 pursuant to the contingent fee agreement. The $140,000 that the plaintiff receives is more than the value of the plaintiff's claim before he hired the attorney. The plaintiff, therefore, did not assign the $60,000 to the attorney because the plaintiff never had the $60,000. Without the attorney the $60,000 never would have arisen as proceeds. The plaintiff simply agreed that the attorney would have an interest in any proceeds that might result from the attorney's pursuance of the legal claim.
What we see is that the control element that was so crucial in Earl and Horst does not exist in the contingent fee situation. Earl assigned his salary to his wife. Even if his salary fluctuated annually, his salary did not depend on whether he assigned it to his wife. Earl was going to get a salary regardless. Horst assigned interest coupons to his sons. Even if the interest payments were based on a changing interest rate, the interest payments did not depend on whether he assigned the coupons to his sons. Horst would get the interest regardless.
vantaged").
Russell Engler, Out of Sign and Out of Line: The Need for Regulation of Lawyers' Negotiations with Unrepresented Poor
Persons, 85 Cal L Rev 79, 82 (1997) (noting that the ethical rules designed to protect the unrepresented in their dealings with attorneys "routinely go unheeded").
103 Kay v Erhler, 499 US 432,438 (1991) (disallowing a pro se litigant to receive attorneys' fees because it would "create a disincentive to employ counsel whenever [a pro se litigant] considered himself competent to litigate on his own behalf"). The fact that a client can fire an attorney during representation does not change the conclusion that there is no assignment of income. It is true that an attorney fired before a judgment could bring a suit in quantum meruit. But that fact does not weaken the argument that the moment of judgment or settlement is the critical point for deciding the exclusion question for contingent fees. Until a judgment or settlement is reached, there is no income that can be subject to federal income tax. But when a judgment or settlement occurs, the attorney gains a contractual right to a portion of the proceeds that did not exist before that point. The attorney's right to those proceeds is strong because courts should give "due deference to the intent of the parties";.. the agreement is the "freely negotiated expression"'' of the willingness of the client and his attorney to enter into such a contract. It is true that courts can review contingent fee contracts to ensure reasonableness" and, moreover, that contingent fee agreements should not be treated as ordinary commercial contracts. ' 8 The baseline, however, is that courts are reluctant to disturb contingent fee agreements because, as the Supreme Court wrote, a "request for attorney's fees should not result in a second major litigation."' ' Moreover, the contingent fee contract is one in which the attorney's right to his portion of a settlement or judgment is lost only when a court finds his fee was unreasonable.'° Once the plaintiff has reached a settlement or judgment, the contingent fee contract will be enforced."' Given this right, a plaintiff should not be taxed on his attorney's portion of the judgment or settlement. As the Supreme Court generally speaking, contingent fees have not been thought unlawful for well over two decades-the contingent fee should be enforced unless it is unreasonable under the circumstances.") (internal citations omitted).
11l Horrigan v Thompson, 2000 US App LEXIS 22292, *22-23 (6th Cir) (stating that attorneys discharged after settlement should receive their share of a settlement pursuant to their contingent fee agreement with the client, and that the attorneys' recovery was not limited to quantum meruit when they had substantially performed the required legal work, but affirming the district court's denial of their motion to intervene on the grounds that their pursuit of the claim in a parallel state court action was adequate). made clear in Corliss, "[T]axation is not so much concerned with the refinements of title as it is with actual command over the property taxed."' 2
2. An attorney provides a service to access his portion of a judgment or settlement.
Those who argue for the principal-agent relationship ' 13 point out that the attorney's income most often comes from recoveries related to services provided by the plaintiff."' In Cotnam, for example, the plaintiff sought a portion of the estate of a gentleman for whom the plaintiff acted as a caretaker."' Such cases compare very favorably to Earl, in which Mr. Earl violated the assignment of income doctrine by assigning wages that he earned or would earn in the future."' If courts view contingent attorneys' fees as income from the plaintiff's wages that he sought to recover in a lawsuit, the fees should be treated as an anticipatory assignment of income.17
This model fails, however, because not all contingent fee cases concern recovery of earned wages. For example, Clarks concerned a claim for personal injury damages." More importantly, the contingent fee scenario is distinguishable because the attorney must provide a service to access his share of a judgment or settlement. The donees from the cases establishing the assignment of income doctrine were involved in intrafamily gift situations." 9 This is significant not because the donees offered no consideration for their income received, but rather because their actions had nothing to do with whether their income existed in the first place. Even if each donee exchanged something of value for the income he received, the assignors in these cases would have violated the assignment of income doctrine by excluding the assigned income. This is because the assignors controlled the income, even if the income was speculative. In the contingent fee setting, the attorney-not the plaintiff-has earned his portion of the settlement, and the plaintiff should be able to exclude that portion.' 2 " 3. Ethical rules recognize an attorney's interest.
An additional argument is that the American Bar Association's Model Rules of Professional Conduct recognize an attorney's ownership interest in a contingent fee case. Model Rule 1.8(j) states that attorneys cannot acquire a proprietary interest in a cause of action except through a lawyer's lien or in contingent fee cases.' 2 ' It is true that the ethics rules mandate careful use of contingent fee arrangements.'n In particular, the ABA's Comment to Model Rule 1.5 also states that an attorney cannot enter a fee agreement that might induce him to perform his services in a way contrary to his client's interest."' These restrictions, however, do not take away from the fact that an attorney has an ownership interest in a contingent fee case. Moreover, the relevant point of analysis for tax purposes is the moment when a legal claim has been converted into a favorable judgment or settlement ' Nat that time, any decision by the client to discharge his attorney"' cannot divest the attorney of his share of the total recovery as set by the terms of a valid contingent fee contract. other states as a function of common law.ln The lien covers the judgment that the lawyer acquired for his client. 12 9 The lien is a security interest; it is less than a proprietary interest. ' The client owns the entirety of the underlying judgment, and the attorney has a claim, like a creditor, against a portion of the judgment.
At first, relying on state property law to resolve the exclusion question seems sensible. Although the Internal Revenue Code should be interpreted to apply uniformly across states,"' courts determining federal tax law often look to state law to define property interests and, hence, what is taxable: "[I]n the application of a federal revenue act, state law controls in determining the nature of the legal interest which the taxpayer had in the property.' '32 Given, however, that an attorney has a powerful right created by contract to a portion of the judgment or settlement,"' the use of state law attorney's liens is unnecessary.
The state law approach should also be abandoned because state laws are not instructive or predictive of outcomes; that is, if a court is to rely on a state law in determining the attorney's interest in judgment or settlement proceeds in a contingent fee case, the state law should be relatively clear. The problem is that state lien laws were not created with the exclusion question in mind and are ambiguous with regard to the issue. Two courts could arguably interpret the same statute in completely different ways. Moreover, the Fifth Circuit in Srivastava hesitated to permit an intracircuit split on the application of federal tax law when the two states' lien laws were clearly distinguishable. power over said suits, judgments and decrees, to enforce their liens, as their clients had or may have for the amount due thereon to them. '. 5 This clause, the court determined, recognized that attorneys have an ownership interest in a legal claim. The argument that attorneys have an ownership interest in a contingent fee scenario is a powerful one.'3 However, the argument that this particular statutory language provides conclusive evidence of an attorney's ownership interest is questionable. An explicit grant of a proprietary interest in the legal claim to the attorney might be a more direct and unambiguous method of establishing an ownership interest.
Cotnam's reliance on that particular statutory language transformed the phrase "the same right and power over said suits, judgments and decrees" into magic words that confine courts' interpretations of lien statutes. Fdr example, consider Maryland's lien statute, which states that an attorney has a lien on both "an action or proceeding of a client"" 13 and "a judgment or award that a client receives.... It would be sensible to think that in order for an attorney to exercise these rights, the statute must grant the attorney rights equal to those of his client.
The same logic can be applied in the interpretation of Missouri's give attorneys the same right and power over suits, judgments, and decrees as their clients had or may have.' ' .. The statute recognizes that an attorney's compensation for services is "governed by agreement, express or implied."'." If this is interpreted as a recognition of the attorney's strong contractual interest in the proceeds, ' then it would not be unreasonable to interpret the entire statute as giving, in a contingent fee scenario, an attorney an interest tantamount to ownership. Another example is Nebraska's attorney's lien statute, which reads, "An attorney has a lien for a general balance of compensation ... upon money ... in the hands of the adverse party in an action or proceeding in which the attorney was employed."'' The statute spe-cifically points out money in the hands of the adverse party, thereby indicating that it is at least plausible that the plaintiff is never going to get that money-that is, in a dispute, the attorney will get it first. But, the statute does not contain the Cotnam magic words.
Consider also the Alaska lien statute that the Ninth Circuit interpreted in Coady.'' The Alaska statute states that an attorney has a lien "upon money in the possession of the adverse party in an action or proceeding in which the attorney is employed."" An interpretation of this phrase alone might presume that a charging attorney's lien implies or even necessitates that the attorney will have an equivalent power over his client's judgment to enforce his lien. The last line of the statute, however, states: "This lien is, however, subordinate to the rights existing between the parties to the action or proceeding."" 7 This is certainly a clear statement that a litigant has priority vis-A-vis his attorney to a portion of proceeds from a judgment or settlement. However, if the attorney has a contractual interest tantamount to a proprietary interest, as Part III.A argues, then the final line of the Alaska statute does not apply to the proceeds due to the attorney pursuant to the contingent fee agreement. The plaintiff has a superior right vis-Avis his attorney for the 60 percent of the judgment due to the plaintiff, but the attorney has a superior right vis-A-vis his client for the attorney's 40 percent. This interpretation is obviously a matter of opinion, but holding a court to the Cotnam magic words makes such an interpretation-a plausible interpretation-impossible to reach.
The situation becomes more confusing because not all attorney's liens are based on statutes. ' Consider Wisconsin law, which recognizes a common law charging attorney's lien that appears "broadly to be a remedy to prevent unjust enrichment to a client whose attorney has performed well and secured a judgment.' 4 On its face, this common law lien arguably should give an attorney the same rights to a portion of the judgment as his unjustly enriched client.
The common law liens of some other states are also open to interpretation. For example, the Ninth Circuit characterized the California common law attorney's lien as follows:
[A]n attorney ... acquires no more than a professional interest.
To hold that a contingent fee contract or any 'assignment' or 'lien' created thereby gives the attorney the beneficial rights of a real party in interest, with the concomitant personal responsibil- ity of financing the litigation, would be to demean his profession."O This statement is ambiguous in light of the fact that the ethical rules of the legal profession, the ABA's Model Rules, explicitly recognize that attorneys have ownership interests in contingent fee contracts.' A "professional interest," using the terminology of the Ninth Circuit, could certainly be considered to be an ownership interest even if the Ninth Circuit feels it would demean the legal profession.
Consider also Pennsylvania's common law attorney's lien. The Tax Court held that the Pennsylvania common law lien does not create an ownership interest for an attorney.' 52 The only case the Tax Court cited to support this holding, however, was an 1852 case.' 53 The Tax Court's ruling came over one hundred years later, in 1968. The Tax Court said that an attorney in Pennsylvania keeps "only those proceeds of the judgment which come within his possession in an amount equal to reasonable compensation for his services.""' That statement could fit within the framework of an attorney having an ownership interest in the proceeds of a settlement or judgment. 5 An ownership interest in settlement or judgment proceeds becomes more likely when one considers that the Pennsylvania lien operates such that "[a] court will endeavor to protect attorneys who claim fees from a fund created largely, if not entirely, by their efforts.' 5 1 6 If the lien is truly about protecting attorneys who receive proceeds only when they generate them through their efforts, an ownership interest is a reasonable interpretation of the lien. The point here is not so much that one interpretation is correct and another is incorrect. The point is that these liens are completely ambiguous and can be interpreted either for or against taxpayers.
Attorney's lien laws vary in certain respects from state to state. The states may differ in how they treat attorney's rights to the judgments vis-A-vis other creditors."' States also disagree over whether an attorney's lien takes precedence over a set-off judgment.
"8 These dif-ferences, however, are with respect to other third parties, and they provide no guidance in regards to an attorney's proprietary interest in a legal claim and his relationship vis-A-vis his client. If there is legislative history covering attorney's liens, courts do not cite it; courts and commentators do, however, agree that the attorney's lien was "invented by the courts for the protection of attorneys against the knavery of their clients, by disabling clients from receiving the fruits of recoveries without paying for the valuable services by which the recoveries were obtained."' 5 9 Given this background, courts should interpret attorney's lien statutes and common law attorney's liens in the manner that best protects attorneys. If liens are to protect attorneys against their clients, the default rule should be equal rights for attorneys and clients.
2. The case law demonstrates that state law is neither instructive nor predictive of outcomes.
Because state law is unclear on the nature of the attorney's stake in a legal claim, a court can reach any conclusion it wishes by its interpretation of state law. First, consider again Clarks. The Sixth Circuit permitted exclusion based on this excerpt from a Michigan court opinion: "the [contingent fee] agreement amounts to an assignment of a portion of the judgment sought to be recovered.'.'. Not only does this language fail to mirror the statutory language in Cotnam, but also it could reasonably be interpreted to mean that the contingent fee contract is an assignment of the judgment, which would violate the assignment of income doctrine. A plausible view of the Clarks holding is that the Sixth Circuit felt that exclusion should be permitted, as evidenced by its enthusiastic endorsement of the "joint venture" approach,"' so it liberally interpreted state law to reach that end.
State law also provides little guidance in the Ninth Circuit's ruling in Coady. 162 202 F3d at 857-58 (stating that the lawyer has become a "tenant in common" with his client, and the income should be charged to the lawyer because the lawyer is the one who earned it and received it).
"upon money in the possession of the adverse party in an action or proceeding in which the attorney is employed."
' A court could construe this provision to give an attorney the same right as his client to the adverse party's assets, which would make the provision similar to the Cotnam statute and permit exclusion. The Ninth Circuit disallowed exclusion, however, pointing to a different part of the statute that seems to deal with retaining liens rather than charging liens.' The court also referenced an Alaskan case to support the proposition that Alaska law "does not confer any ownership interest upon attorneys or grant attorneys any right and power over the suits, judgments, or decrees of their clients.'
6' The referenced case, however, states only that clients retain primary control of settlement of legal claims. ' 6 There is nothing in the case indicating that a lawyer has no ownership interest in the claim, especially at the moment when a settlement or judgment has been legally entered.
Finally, consider Srivastava, in which the Fifth Circuit had the perfect opportunity to uphold the importance of state law in the exemption question, following the reasoning of Cotnam.
1 V Even though the .applicable Texas law did not clearly give attorneys the same rights over judgments as their clients, the court nonetheless permitted exclusion, claiming it must follow the holding in Cotnam.'6 The reasoning in Cotnam, however, was that state law determined the attorney's ownership interest. If courts permit exclusion even when state law does not give an attorney an ownership interest like that in Cotnarn, state law appears to play no role in the exclusion determination. One plausible reading, therefore, is that the Fifth Circuit essentially chose to have a consistent rule (exclusion in all cases) that may be problematic rather than a rule (following state law) that generates inconsistent outcomes. The price of state-to-state variation proved to be too much.
The Fifth Circuit might very well hesitate to create an intracircuit split on federal income tax application in this particular situation. Although intracircuit splits based on divergent state laws are not uncommon, the attorney's liens created by state law, as Part 1II.B argues, do not speak to the issue of exclusion of contingent fees. Because of the lack of clarity of these state laws, the court might find it anomalous for a plaintiff to be permitted to exclude millions of dollars in one Statutes like Alabama's, under which the attorney has the same rights and powers over a judgment as has his client, arguably call for exclusion of any judgment for all plaintiffs whether they hired their attorneys on an hourly fee or on a contingent fee. It makes sense, however, that contingent fees should be excluded but hourly fees should not. A client who hires an attorney by paying hourly fees receives all proceeds from a judgment or settlement; the client is willing to commit to pay legal fees by the hour and receive all proceeds. On the other hand, as this Comment has argued, the contingent fee attorney creates the proceeds he receives from a settlement or judgment, so the tax system should not treat the contingent fee client as having received the attorney's proceeds as the client's income.
One might argue that if a plaintiff is taxed upon an entire judgment if he pays an hourly fee, but a plaintiff is not taxed upon an entire judgment if he agrees to a contingent fee, then a rational plaintiff would never use hourly fees. There are three responses: First, the attorney paid hourly may provide better representation because she does not have to worry about investing time for zero payoff."' Second, the attorney who can charge by the hour may be a better attorney than the attorney who has yet to prove herself and must enter contingent fee agreements to attract clients. "° Third, this concern may not occur frequently because attorneys who charge hourly fees may only serve clients who can pay the fees prior to judgment or settlement. If an attorney knows that her fees depend on reaching a judgment or settlement, and she can receive a larger premium through contingent fees, then she will try to use contingent fees rather than hourly fees.' 169 One concern with contingent fees is that attorneys may charge an excessive fee in relation to the effort they provide. See Robert L. Rossi, 1 Attorneys' Fees 97-98 (Law Coop 2d ed 1995).
170 This is merely a conjecture that some attorneys prefer hourly fee contracts because of the certainty of payment, and most of the attorneys who can attract clients to pay hourly fees are those who have succeeded in previous cases and therefore have a good reputation.
171 There is an additional policy argument that contingent fee clients are often individuals who lack the funds to pay hourly fees. In each case, such individuals must calculate whether it is better (1) to pay a premium and hire on a contingent fee and not get taxed, or (2) to pay hourly and not pay a premium and get taxed. (There is a risk premium that the contingent fee lawyer charges.) Large, institutional clients will have the ability to make this calculation. Individuals injured in personal injury situations will be less able to make this calculation, and these individuals will be forced to choose the contingent-fee attorney. The policy argument is that such individuals should be able to exclude contingent fees because they cannot perform the calculus.
In addition, a sophisticated plaintiff who could not deduct attorneys' fees pursuant to § 212(1) of the Code could hire an attorney in a state with a charging attorney's lien like that in Alabama, not pay his attorney until he wins a judgment, and then exclude his income. ' Hopefully, courts would recognize this behavior as obvious tax evasion, but that should not be counted on. More importantly, the mere possibility of this behavior confirms the lack of guidance that state law provides in the exclusion analysis. Courts, therefore, should not rely on such an ambiguous theory of analysis to determine the rights of attorneys in contingent fee situations. The case law demonstrates that courts have yet to explain the relationship of the attorney's lien vis-A-vis the assignment of income doctrine; that is, it is unclear which is the threshold analysis. The Fifth Circuit had an opportunity to offer guidance in Srivastava because Texas law does not create as strong an attorney's lien as did the Alabama law in Cotnam.' 74 Had it allowed exclusion solely on the basis of the joint venture argument, the Fifth Circuit would have established that the question of control of the legal claim was the threshold analysis. The Fifth Circuit, however, wrote explicitly that it was required to follow Cotnam despite the Texas-Alabama distinction.' Yet, the court also indicated that it might disallow exclusion if the issue had been one of first impression."' The question, unfortunately, remains unanswered as to whether the court would disallow exclusion because the plaintiff-taxpayer violated the assignment of income doctrine or because the language of the Texas statute does not establish a strong attorney's lien.
The Fifth Circuit's cloudy opinion in Srivastava may nonetheless have conveyed an important message. Perhaps the court permitted exclusion because it could not tolerate the arbitrary results of exclusion in Alabama and non-exclusion in Texas, especially with potentially large sums of federal income tax at stake. This sets up a workable solu-tion: permit exclusion in all cases regardless of the state's attorney lien laws.
IV. EXCLUSION SHOULD BE PERMITTED
To resolve the circuit split and create a uniform doctrine, courts should permit exclusion of contingent attorneys' fees from a plaintiff's gross income in all cases. First, the anticipatory assignment of income doctrine 77 is court-made law that should recognize the realities that (a) a client cannot assign judgment or settlement proceeds that would not exist without the attorney and that the client will never receive as income; and (b) the contingent fee contract gives the attorney a stake in a judgment or settlement. " " Second, this solution disregards state property law, the application of which generates inconsistent results. 7 9 Third, permitting exclusion by recognizing the attorney's ownership interest eliminates the balancing act that courts face involving the assignment of income doctrine and attorney's liens created by state law."" Finally, this solution aids taxpayers such as the taxpayer in Alexander who saw a $5,000 pre-tax gain become a $48,500 after-tax loss because he could neither exclude nor deduct his attorneys' fees.' 8 '
A. A Plaintiff Should Not Be Taxed on His Attorney's Interest
Although a legal claim originates from a taxpayer-client, the claim has little value without the services of an attorney. In theory, a legal claim has value before an individual hires an attorney. Most plaintiffs, however, must hire attorneys to maximize their return on a legal claim. Even if the attorney takes 40 percent of judgment or settlement proceeds pursuant to a contingent fee contract, the 60 percent of the proceeds that the plaintiff receives is greater than the entire proceeds the plaintiff would have received had he chosen selfrepresentation. The plaintiff could not have assigned the 40 percent of the proceeds to his attorney because the 40 percent did not exist when the plaintiff hired the attorney. The 40 percent exists only in theory only after the plaintiff hires the attorney, and it becomes reality only at the moment of judgment or settlement.
This nature of the contingent fee arrangement can be distinguished from the cases instituting the assignment of income doctrine, 177 See Part I.B. 182 See text accompanying notes 99-103 (discussing why an individual has a better chance of maximizing proceeds from a settlement or judgment when he hires an attorney).
cases, state laws, such as the Alabama statute, can even be construed to permit exclusion of all legal fees. Nevertheless, courts continue to turn to state law to answer the contingent fee exclusion question. Srivastava shows that circuit courts will be reluctant to permit differing applications of federal income tax law based on arcane and highly ambiguous interpretations of state law." 8 9
The proposed solution also removes the balancing act that courts have not resolved involving the role of attorney's liens and the assignment of income doctrine. So long as courts feel compelled to examine state laws concerning attorney's liens, their analyses probably cannot be reconciled. Courts will continue to issue opinions such as Srivastava ' " and Clarks,"' in which the courts reach their desired endpermitting exclusion-but brush over the laws regarding attorney's liens without explaining the laws' significance for the holding.'9 Permitting exclusion by recognizing the ownership stake an attorney has in a contingent fee case would create a single, cogent doctrine.
C. Permitting Exclusion Is an Equitable Result
Although this Comment's solution is not based on fairness, it does address outcomes that may be perceived as inequitable. 93 Individuals should not be discouraged from initiating meritorious lawsuits because of taxation of attorneys' fees.' 9 4 Regardless of fee-shifting provisions,'9' the lawsuits most likely to be discouraged are those involving civil rights and employment discrimination." Intuition says that tax law should not stifle the advancement of civil rights and equity in the workplace. It is true that Congress could add deductions to handle these situations, but courts can correct the problem more rapidly through exclusion.
D. Contingent Fee Arrangements Should Not Be Discouraged
The greatest criticism of this solution might be that it encourages contingent fee agreements. One major concern with contingent fees is that experienced attorneys can use their superior knowledge of the costs and risks of litigation to set a bloated percentage fee that does not correlate to the actual time and risk employed by the lawyer.", In addition, when an attorney is not paid by the hour, he might be quicker to convince his client to cease litigation prematurely.
' 9
The contingent fee contract, however, exists because of several benefits that outweigh any negatives. The possibility of a contingent fee arrangement could help convince a risk-averse person with a meritorious claim to file a lawsuit. In addition, contingent fees shift more risk to the attorney, who provides services for which he does not know if he will be compensated. An attorney might work harder or give his best effort if his compensation depends on that particular effort."' Finally, if concerns remain regarding the potential for bloated contingent fees, courts' imposition of reasonableness on fees'o' and the Model Rules' prohibition on unreasonable fees 2 0 ' ease these worries at least in part.
CONCLUSION
The contingent fee arrangement is unique. An individual can only increase the value of his legal claim by entering into an agreement giving his attorney the right to a share of any judgment or settlement proceeds-proceeds that would not exist without the attorney's effort. If there is no judgment or settlement, the attorney gets nothing. As the ABA's Model Rules recognize, 2 n the attorney owns a portion of the claim; the client and his attorney are partners in a joint venture. Because of this relationship, the client should not include the attorney's share of a judgment or settlement as part of the client's gross income. The client has hired the attorney to access the value of the client's
